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COMMENTS BY THE ATTORNEY GENERAL’S OFFICE
Comes now the Attorney General’s Office, by and through his Office of Rate
Intervention, and provides these written comments in response to the Public Service
Commission’s ( hereinafter the “Commission”) letter of invitation to provide same

dated 11 May 2005.!

1 See attachment 1.



COMMENTS BY THE ATTORNEY GENERAL’S OFFICE
In the Commission’s letter of 11 May 2005, witnesses have been directed to
address three questions. Specifically, the noted areas are: what additional information
or data, if any, should the Commission consider in developing the Strategic Blueprint;?
what are the top issues facing the electric power industry over the next 20 years; and
what barriers, if any, exist to meeting future investment needs in electric power
infrastructure in Kentucky? These inquiries as well as any tangential concerns will be

considered in their respective order.

What additional information or data, if any, should the Commission consider
in developing the Strategic Blueprint?

The Commission has asked two sets of data requests of the energy providers.
While these questions explore at some length the various aspects of the planning and
implementation process for future energy needs and the effects thereon to each
company, its ratepayers, and the Commonwealth as a whole, direct inquires are not
made as to any regulatory barriers to investment in generation, transmission, and
distribution infrastructure in Kentucky. The Executive Order mandates the Strategic
Blueprint to analyze the existence of barriers to investment in generation, transmission,

and distribution infrastructure in Kentucky. As a state in which the provision of energy

2 The phrase “Strategic Blueprint” refers to a concept articulated in the Commonwealth Energy Policy
Task Force’s report, Kentucky's Energy - Opportunities for our Future. The task force was assembled by the
Governor to finalize a comprehensive energy policy for Kentucky. See attachment 2. Subsequent to the
release of the report, the Governor issued an Executive Order which ultimately led to the instant case. See
the Commission’s letter of 11 May 2005 and Executive Order 2005-121.



is fully regulated, the central question continues to be whether the regulatory scheme
presents barriers to investment in Kentucky. To date, Kentucky’s regulatory
framework has proven to be quite effective in securing low cost rates for the ratepayers
while simultaneously affording the suppliers with a reasonable return on their
investment. Uncontroverted evidence to this fact is evinced by simply looking at the
recent history of acquisitions and mergers within the Commonwealth. One can hardly
argue that a Kentucky utility would be purchased unless a profit was expected.
Accordingly, any suggestion that the regulatory scheme should be altered or otherwise
modified to promote investment should be dismissed. However, since the underlying
cause for this case is the quest to improve infrastructure investment, direct questions

should be asked of the utilities in order to ascertain their position on the issue.

What are the top issues facing the electric power industry over the next 20
years?

Admittedly, the national regulatory framework holds uncertainty. This
uncertainty creates an undesired dynamic environment at the national level which
affects Kentucky. This issue alone should be considered as a main priority to address,
whether it be related to environmental compliance, control of transmission, or
otherwise.

Just as important as the elimination of the regulatory dilemma is the need to

stabilize the cost of electricity. As the Commonwealth’s chief consumer advocate, every



effort must be observed to accomplish this goal while maintaining a healthy electric
industry.

In addition to those issues which are readily identifiable but remain “moving
targets,” a matter which has not received much recognition is the General Agreement
on Trade in Services currently being negotiated by the United States Trade
Representative (USTR) with the World Trade Organization. At this point in time the
Attorney General’s Office has more questions than answers, but it appears as though
the USTR3 has committed to offering “services incidental to the distribution of
electricity” as service which, under GATS, must not have any unduly burdensome
barriers to competition placed upon it. As best as can be surmised on documents now
made public, regulation as we know it will change. Attached to these comments as
attachment 3 is an Interim Report on GATS and Electricity prepared by the Working
Group on Energy & Trade Policy of the National Conference of State Legislatures. As

more information becomes available, this office will disseminate it to the public.

What barriers, if any, exist to meeting future investment needs in electric
power infrastructure in Kentucky?

The answer to this question was addressed in response to the first inquiry.
However, in order to emphasize the point, to date, Kentucky’s regulatory framework
has proven to be quite effective in securing low cost rates for the ratepayers while

simultaneously affording the suppliers with a reasonable return on their investment.



Uncontroverted evidence to this fact is evinced by simply looking at the recent history
of acquisitions and mergers within the Commonwealth. One can hardly argue that a
Kentucky utility would be purchased unless a profit was expected. Accordingly, any
suggestion that the regulatory scheme should be altered or otherwise modified to
promote investment should be dismissed. Unless the Executive Order should be
interpreted to ask the Commission to engage in reviewing barriers outside of its

regulatory jurisdiction, and the Commission could somehow do so, the issue is moot.

Additional Remarks and Conclusion

The effort to promote economic development and lower barriers to investment
should not be accomplished at the expense of the ratepayers in one of the poorest states
in the nation. Already the statutory scheme of cost recovery, including profit, for
environmental costs puts the burden of sustaining the Kentucky coal industry on the
shoulders of the ratepayers. This differs from the opportunity afforded the utility to
earn a reasonable profit on investment necessary to serve Kentucky consumers set out
in the regulatory scheme. As the cost of environmental compliance to allow continued
use of Kentucky coal dramatically increases, this burden on the ratepayer becomes ever
greater. By way of comparison, in the natural gas industry recent legislation also
saddles ratepayers with the costs, rather than the opportunity to earn a reasonable

return on investment to serve Kentucky consumers, of pipeline replacement programs

3 By letter dated 13 April 2005 the USTR appears to disavow that electricity is a service being negotiated
under GATS. However, the USTR’s own press releases indicate otherwise.



commenced in the name of safety. Safety is a valid concern, but it is the obligation of the
utility, to make a timely replacement of its pipes. Extraordinarily expensive programs
implemented following on the long-term failure to make timely investments in
replacement of pipes should not be rewarded by moving the investment from the
regulatory framework of an opportunity to earn a return on that investment to a
guaranteed cost recovery for that investment.

The current statutory safeguards against unnecessary investment should be
maintained and strengthened to safeguard against unnecessary investment for which
the Kentucky consumer must pay in the name of economic development or
infrastructure development if the Kentucky ratepayer is not the ultimate recipient of the
benefit of that investment. Upgrades of the transmission systems to aid consumers in
other states and adding generation utilities that are not necessary to serve the Kentucky
consumer should be avoided.

To conclude, the Attorney General’s Office participated in the public remarks
process that purportedly factored into the contents of the Commonwealth Energy Task
Force’s Report. However, the report does not appear to contain any significant cautions
proposed by this office. As a result, the written comments as well as the speech
presented to the Task Force are attached as item 4 and are incorporated herein. In sum,
while the Commonwealth should explore a strategic blueprint for its electric industry,
any investment in the infrastructure to maintain reliability must only be done with a
clear understanding of the costs to be borne by the ratepayers. Unnecessary or unduly

costly investment will arbitrarily inflate rates. This result translates into additional



financial burdens on part of Kentucky’s population already at the precipice of
bankruptcy in addition to a disincentive if not impediment to economic growth.

The Commission and the Commonwealth of Kentucky should proceed
cautiously and without haste in implementing any changes to its current regulatory
scheme. Notwithstanding the Governor’s Executive Order, to do otherwise could lead
to a result akin to that of the previous Governor of California, Gray Davis, who chose to
hastily rework that state’s electric utility industry. That catastrophe speaks for itself and
must not be repeated.

Respectfully submitted,
GREGORY D. STUMBO
ATTQRNEY GE RAL/—\
° ’ ’
——
Dennis G. H. Ward,g/\
Assistant Attorney General
1024 Capital Center Drive, Suite 200

Frankfort, KY 40601-8204
502 696-5457
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Attorney General Greg Stumbo
Office of the Attorney General
The Capitol, Suite 118

700 Capitol Avenue

Frankfort, KY 40601

Dear Mr. Stumbo:

I am writing to invite you or your designee to participate in a Technical
Conference to be held at the Kentucky Public Service Commission on Tuesday, June
14, 2005 beginning at 8:30 a.m. The purpose of the conference is to obtain additional
comment in PSC Case No. 2005-00090, An Assessment of Kentucky's Electric
Generation, Transmission, and Distribution Needs.

The Commission established Case No. 2005-00090 in response to Executive
Order No. 2005-121, issued by Governor Fletcher on February 7, 2005. The Executive
Order directs the Public Service Commission, in conjunction with the Commerce
Cabinet and Environmental and Public Protection Cabinet, to develop a Strategic
Blueprint to guide policy makers to ensure the continued use and development of
reliable electric energy in Kentucky and to ensure Kentucky's competitive, low-cost
electric advantage while protecting the environment. For your convenience, | have
attached hereto a copy of the Executive Order No. 2005-121.

The Technical Conference on June 14" is an opportunity for interested parties
and members of the public to present additional information to the Commission for
consideration in developing the Strategic Blueprint. The format will consist of three
panels of witnesses in the morning, with an open comment period for the public in the
afternoon. The first panel will consist of electric utilities that are jurisdictional to the
PSC. The second panel will consist of electric industry representatives that are not
jurisdictional to the PSC. The third panel will represent consumer, academic and
environmental concerns. Invited witnesses for the morning session are asked to submit
written comments of a reasonable length to the Commission no later than Wednesday,
June 8".  Those comments will be posted on the Commissions Web Page,

KentuckyUnbridledSpirit.com Kg’lllld(\’-wyﬁ An Equal Opportunity Employer M/IF/D

UNBRIDLED SPIRIT



May 11, 2005
Page 2

http://www.psc.state.ky.us. At the Technical Conference, the witnesses will have five
minutes to summarize their written comments, to be followed by questions from the
Commission and staff.

Witnesses are asked to focus their comments in response to the following
questions:

1) What additional information or data if any, should the Commission
consider in developing the Strategic Blueprint?

2) What are the top issues facing the electric power industry in Kentucky
over the next 20 years?

3) What barriers, if any, exist to meeting future investment needs in

electric power infrastructure in Kentucky?

Please confirm your willingness to participate in the technical conference by
contacting Karen Easterling with the Commission staff at (502) 564-3940. If you have
any questions regarding the conference or the format for providing comments, please
contact Bob Amato, Deputy Executive Director for the Commission at the number listed
above. Thank you in advance for your cooperation.

Sincerely,

Mark David Géss

Chairman
MDG/kle
Attachment :
C: Main Case File
1-Bennis Howard
KentuckyUnbridledSpirit.com Km’uﬁf\? An Equal Opportunity Employer M/F/D
UNBRIDLED SPIRIT wd®



Secretary of State

Franl{ort
Kentucky

ERNIE FLETCHER
GOVERNOR

EXECUTIVE ORDER

2005 - 121

February 7, 2005

WHEREAS, the Commonwealth Energy Policy Task Force’s report, Kentucky's
Erergy - Opportunities for our Future, recommended, “The Commonwealth of Kentucky
should utilize the ‘strategic blueprint’ to develop policies to ensure sufficient investment
in electricity infrastructure—generation, transmission and distribution—to  sustain
Kentucky’s low cost electricity into the future.”; and b

WHEREAS, the Commonwealth Energy Policy Task Force’s report, Kentucky's
Energy — Opportunities for owur Future, recommended, “The Commonwealth of Kentucky
should identify impediments to investment in electricity generation, transmission and
distribution and develop policies to promote investment while ensuring that appropriate
environmental protections are maintained and local voices are heard.”; and -

WHEREAS, the Commonwealth Energy Policy Task Force's report, Kentucly's
Energy ~ Opportunities for our Fi wiure, recommended, “The Commonwealth of Kentucky
should design and implement policies that promote, but do not mandate, the use of
rencwable energy resources in Kentucky’s electricity generation portfolio.™

NOW, THEREFORE, I, Emie Fletcher, Governor of the Comrnonwealth of
Kentucky, by virtue of the authority vested in me by the Kentucky Constitution and in
particular Sections 69 and 81, and Chapter 278 of the Kentucky Revised Statutes, and as
further invested in me by the laws of the Commonwealth, do hereby FIND, DECLARE,
ORDER and DIRECT the following: ‘ :

L. The Kentucky Public Service Commission shall develop, in conjunction with

' the Comerce Cabinet and the Environmental and Public Protection Cabinet, -
a Strategic Blueprint to promote future investment in electric infrastructure for
the Commonwealth of Kentucky, to protect Kentucky's low-cost electric :
advantage, to maintain affordable electricity rates for all Kentuckians and to
preserve Kentucky’s commitment to environmental protection.

2. The Strategic Blueprint referenced herein shall analyze the projected needs for
new electricity generation, transmission, and distribution in Kentucky going
forward and include the following information: the status of electricity

“* generation, transmission, and distribution in Kentucky; available sources of
electricity supply for Kentucky ratepayers; projected demands for electricity
in Kentucky through 2025; the existence of any barriers to investment in
generation, transmission, and distribution infrastructure in Kentucky; the -
existence of any barriers to the utilization of technologies in generation,
transmission and distribution of electricity that will minimize impacts to the
environment; strategies directed at the utilization of technologies to improve .
the efficiency of electricity service in Kentucky; opportunities to promote the
utilization of renewable energy resources in Kentucky's electricity portfolio;
and such other information as the Public Service Commission determines may
help to ensure future investment in electricity infrastructure to meet
Kentucky's needs.



Secretary of State

Franidort
Kentucley

ERNIE FLETCHER
" GOVERNOR

EXECUTIVE ORDER

2005 -121

Febrnary 7, 2005

RELATING TO THE PUBLIC SERVICE COMMISSION
TO REPORT ON THE FUTURE NEEDS FOR ELECTRICITY
INTHE COMMONWEALTH

WHEREAS, the Commonwealth Energy Policy Task Force issued a
comprehensive energy strategy to guide energy policy decisions for the Commonwealth
of Kentucky; and '

WHEREAS, protection of Kentucky’s air, land, and water resources is necessary )
to achieve environmental, economic development, and human health goals; and

WHEREAS, the Commonwealth of Kentucky enjoys some of the lowest
electricity rates in the nation; and -

WHEREAS, Kentucky’s Jow-cost advantage in electricity is an important céfalyst o

for economic growth and business development in Kentucky; and -

WHEREAS, maintaining Jow electricity rates is critical to improving the lives of

_Kentucky’s low-income families and protecting those with fixed incomes; and

WEHEREAS, the laws and regulations goveming the electric power industry have |
undergone significant changes at the state and federal levels over the past decade with-
implications for Kentucky; and

WHEREAS, the blackout of August 14, 2003, demonstrated vulnerabilities in
regionial electric power grids, which can affect the lives and livelihoods of all
Kentuckians; and

WHEREAS, future investment in Kentucky’s electricity infrastructure will be
needed to ensure abundant and affordable supplies of electricity for all Kentuckians and
to maintain Kentucky's Iow-cost:advantagé in electricity; and :

WHEREAS, the Commonwealth Energy Policy Task Force's report, Kentucky s
Energy — Opportunities for our Future, recommended, “The Commonwealth of Kentucky
should develop a comprehensive statewide assessment of Kentucky's electricity
infrastructure-—generation, transmission and distribution—which includes reasonable
projections of future electricity requirements.”; and

WHEREAS, the Commonwealth Energy Policy Task Force's report, Kentucky's
Energy — Opportunities for our Future, recommended, “The Commonwealth of Kentucky
assessment should serve as a ‘strategic blueprint’ for policy-makers to determine future
investment requirements in Kentucky's electricity generation, transmission, and
distribution infrastructure.”; and ' ‘



ERNIE FLETCHER

GOVERNOR
EXECUTIVE ORDER
: : - 2005 -121
Secretary of State
Frankfort February 7, 2005
Kentucley
3. The Public Service Commission shall issue a report to the Governor

containing the Strategic Blueprint no later than six (6) months from the
effective date of this Order and shall periodically update the report to reflect
changes in infrastructure and future electricity requirements, ’

v y. Y.
e TA TR
RIHE FLETCHER, Governor
ommonwealth of Kentucky
f 6 D Ve
TREY/GRAY
Secretary of Staté

v
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Working Group on Energy & Trade Policy

This is an interim report of the Working Group on Energy & Trade Policy.
Working group participants are public officials and staff from state legislatures,
public utility commissions, attorneys general, city and county attorneys, municipal
utilities, and several national associations. Participants contribute as individuals;
their organizations may not have taken a position on the issues raised by this report.

The chair of the working group is Representative George Eskridge of the Idaho
House of Representatives, and the convening organization is the National
Conference of State Legislatures. Jeremy Meadows is NCSL’s staff director for
trade issues. Counsel to the working group is the Harrison Institute for Public Law,
Georgetown University Law Center. See page 28 for working group participants.

The working group invites comments on this report. If you have
comrents, please contact Jeremy Meadows at 202-624-8664,

<Jeremy.Meadows@NCSL.org>.
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Executive Summary

This is an interim report of the state and local Working Group on Energy & Trade Policy. The mission of the
working group is to investigate the potential impact of trade rules on domestic energy policy, raise questions of
potential interest to U.S. trade negotiators and report back to state and local governments and associations.

Why regulation of electricity is a trade issue. The European Union, the United States and other
countries have published proposals that would apply trade rules under GATS, the General Agreement on Trade
in Services, to regulation of electricity by federal, state and local governments. Ifimplemented, these
international proposals might conflict with state electricity policy and alter the balance of domestic regulatory
authority between states and the Federal Energy Regulatory Commission (FERC). Trade rules of GATS apply
to more than cross-border trade; they also cover state or federal regulation of utilities or domestic electricity
markets where multinational companies have a commercial presence.

Meetings with U.S. trade negotiators. In 2004, the Working Group on Energy & Trade Policy consulted
three times with U.S. trade negotiators, who described the meetings as timely, productive and unprecedented.

GATS commitments and negotiations. In subsectors where countries make a “specific” commitment,
GATS trade rules prohibit quantitative limits on service suppliers and policies that place foreign firms at a
competitive disadvantage. The current U.S. commitment applies to “services incidental to distribution of
electricity.” Proposed commitments would extend to services incidental to transmission, wholesale trade and
access to transmission facilities. In addition, WTO members are negotiating GATS rules that would apply to
domestic regulation generally, not just to specific commitments.

Selected domestic measures and risk of trade conflict. The working group has identified questions

about the potential impact of current or proposed GATS commitments regarding:

e State and local monopolies for distribution — States regulate investor-owned utilities, publicly owned
utilities and rural coops, many of which are monopolies for distribution of electricity. The United States
has committed to follow a GATS rule that prohibits monopolies for services incidental to distribution.

o Ancillary services for transmission— Scheduling and system control is an “ancillary” service that is
necessary for transmission of electricity. The service is provided by exclusive service suppliers such as
regional transmission organizations (RTOs), among others. A proposed GATS commitment would prohibit
authorizing exclusive suppliers of services “incidental” to transmission of electricity.

o Native load preferences — Many states require the utilities they regulate to serve local customers at
regulated rates (“native load”) and to reserve their transmission capacity to serve this native load. A
proposed GATS commitment would obligate the United States to “ensure” that third-parties (e.g.,
independent wholesalers or generators) would have access to the same transmission facilities.

o Rates of federal power marketing authorities (PMAs) — The Bonneville Power Administration is the
largest of four federal PMAs that supply wholesale electricity to preferred customers (mostly publicly
owned utilities) at the cost of production, which is usually well below wholesale market prices. A proposed
GATS commitment would prohibit policies that create an advantage for domestic suppliers of wholesale
services.

o Renewable portfolio standards (RPS) — A growing number of states require the utilities they regulate to
obtain a minimum quota of electricity from “renewable” sources that do not include the large-scale
hydroelectricity that Canadian suppliers sell into the U.S. wholesale market. A proposed GATS
commitment would prohibit policies that disadvantage foreign suppliers of wholesale services.

e Regulation “in the public interest”- State Public Utility Commissions (PUCs) regulate rates and
corporate acquisitions under a broad “public interest” standard that considers cost to consumers,
environmental protection and financial stability of a utility. A proposed GATS rule would limit domestic
regulation to measures that are no more burdensome than necessary to ensure the quality of a service.

Next steps. The working group will continue its analysis and will explore potential safeguards for state and

local authority such as excluding selected topics from GATS commitments (e.g., renewable energy) or limiting
the coverage of trade rules on domestic regulation of services.
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interim Report- GATS & Electricity
Working Group on Energy & Trade Policy

1. Introduction - why regulation of electricity is a trade issue
A. Trade negotiations cover domestic policy

Energy services are regulated by state and federal governments in a balance of
power that is controversial and in a state of flux. In the midst of a national
energy debate, state and local officials were surprised to learn that
international negotiations on electricity may cover many of the same policy
decisions being debated in Congress and state capitols.

These negotiations are part of the “successive rounds of negotiations” under
the General Agreement on Trade in Services (GATS), which is one of the
trade agreements administered by the World Trade Organization (WTO).!

Recent developments in the GATS negotiations include a January 2005
communication in which the European Union requests a commitment from the
United States (a commitment to follow trade rules) on “services related to
energy networks, services for the supply of energy (wholesale, trading and
brokering of energy products), serv1ces for the final use (energy auditing and
energy saving) and decommlssmmng % The next deadlme for the United
States to respond to the EU request is May 1, 2005.°

The United States has not disclosed its request in the GATS negotiations.
However, since 1994, the United States has committed itself to follow trade
rules regarding “services incidental to energy
distribution™ and has more recently published
proposals that cover services incidental to
transmission, wholesale trade, and third-party access
to transmission facilities. The similarity of U.S. and
EU proposals suggests that a trade deal on
electricity is nearing completion.

The European Union
requests a commitment from
the United States on ...

“services related to
energy networks,

The U.S. trade negotiators first published their services for the supply

proposals on electricity trade in 2000 in response to
the WTO Energy Services Coalition, which was Lo-
chaired by executives of Enron and Halliburton
Since that time, the nation has witnessed the
California energy crisis, the fall of Enron, and a
heightened sense of caution on the part of state and
local policy makers.

While some states have decided to restructure their
electric utilities, every state is considering some
type of reform in the electric industry. Considering

of energy (wholesale,
trading and brokering of
energy products),
services for the final use
(energy auditing and
energy saving) and
decommissioning.”

European Commission

the value of such experimentation, there remains a consensus among states that
they should retain jurisdiction to decide whether, how and when to reform.®

For example, approximately 17 states now require their utilities to unbundle
their retail sales. Approximately 28 states have chosen not to unbundle retail
sales, at least not yet. They believe that preserving state regulation of
vertically integrated utilities will provide a more stable and efficient energy



future. A third group of approximately six states has delayed, suspended or
changed a decision to restructure retail electricity trade.”

Another debate surrounds the efforts of FERC, the Federal Energy Regulatory
Commission, to push for a competitive national market for wholesale
electricity. Some states have embraced the FERC model for restructuring, and
some states have resisted. After years of contentious debate, there are signs of
mutual accommodation between FERC and the states. In Congress, the
energy debate remains quite fluid, but there is strong bipartisan support for
preserving state regulatory authority, while still moving toward a more reliable
and efficient system for transmission of electricity.®

The question on the mind of state and local officials is this: Will international
negotiations lock the country into trade commitments on electricity at a time
when domestic policy on electricity is still in a state of flux? More
specifically, would proposed trade commitments expand the legal basis for
federal preemption of state regulatory authority, whether under the trade
rules directly, under rules of the federal energy regulators, or some
combination of federal rules and international commitments?

Before analyzing this question, it helps to consider why electricity is a trade
issue in the first place.

Foreign subsidiaries are major players

Most Americans think of international trade as just goods and services
crossing the border. There is, in fact, a growing cross-border trade in
electricity between Canada, the United States and Mexico— with the United
States becoming an importer of more and more electricity. Trade rules might
enable Canada to challenge state or federal policies that constrain the ability of
Canadian utilities to sell electricity into the U.S. market. For example,
Canadian officials have complained that renewable energy policy
discriminates against Canadian exports of electricity.

An even larger dimension of international trade is called “commercial
presence” in GATS, which includes foreign ownership of domestic utilities.
Commercial presence entails not only established subsidiaries, but also
“establishment,” the ability of a foreign firm that is not in the U.S. market to
establish its presence in the U.S. market.

Companies based in the United States are also major players abroad. Between
1993 and 1998, energy investments and sales through foreign subsidiaries of
U.S. companies increased by well over 100 percent. This expansion was a
direct response to domestic restructuring in the UK, Australia and Latin
America, and it prompted Enron to lead the advisory committee that guided
USTR’s proposals for GATS negotiations’ The U.S. trade negotiators seek to
expand access to foreign markets for U.S. firms and their subsidiaries.

At the same time, European holding companies are acquiring American
subsidiaries. As a consequence, state regulation of electricity is an issue under
GATS because service providers in the United States are owned by foreign
firms, whose home country is a member of the WTO.



Selected Subsidiaries of Foreign Companies
in the U.S. Electricity Market

Electricity Subsector

Subsidiary

& Foreign Owner

Geographic Market

Vertically integrated utilities

PacifiCorp (US) — owned by
Scottish Power (UK)'

California, Oregon,
Washington, Utah, Idaho and
Wyoming

Unbundled distribution utilities

National Grid U.S. — owned by
National Grid Transco (UK)*'

New Hampshire, New York,
Massachusetts, and Rhode
Island

Unbundlied generation utilities

Brascan New York, Maine
Power, New Hampshire Power,
Louisiana Power (US) - owned
by Brascan Power (CAN)"

Hydro generation in New York,
Maine, New Hampshire and
Louisiana

Transmission companies

GridAmerica (US), managing
partner is National Grid (US) -
owned by National Grid
Transco (UK)™

Transmission and related
services in lllinois, Indiana,
Missouri, Ohio and
Pennsylvania

C. GATS commitments could affect state and federal policy

The office of the United States Trade Representative (USTR) leads trade
negotiations for the United States. In a recent article, the USTRs electricity
market analyst explained the relationship between the GATS negotiations and
domestic regulatory reform (or “deregulation”) of electricity markets:

Should trade negotiations, which endeavor to expand trade, seek
to bring about regulatory reform? Some feel this would be
taking the mandate for trade policy too far. * * * While trade
negotiations do not appear to be an appropriate means for
bringing about regulatory reform, they nevertheless may offer an
instrument for supporting reform programs.

This statement raises questions. Would trade negotiations offer an instrument
that FERC can use to restructure electricity markets and state-level regulation?
Once trade commitments are in place, would they tie the hands of FERC,
eliminating FERC’s ability to develop flexible regional solutions? In the
future, trade commitments could be used to persuade states to deregulate, but
also to pressure or force states to deregulate. Once made, trade commitments
have teeth; they can be enforced through both international and domestic

means.

o International enforcement, Foreign governments can enforce trade
commitments through trade sanctions (punitive tariffs) against U.S.
goods and services in any sector. For example, a trade conflict on
electricity could lead to trade sanctions on financial services,
telecommunications or agriculture.

e Domestic enforcement. The U.S. government has an obligation to
“take such reasonable measures as may be available to it to ensure
their observance [of trade commitments] by regional and local




governments and authorities and non-governmental bodies within its

territory.”ls Those measures include:

o withholding of federal funds, permits or other kinds of discretion;

and/or

o federal preemption of state or local law that conflicts with trade

rules.!®

The threat of preemption is not new in the electricity sector, but FERC may
only preemp t where it is authorized to do so by federal statutes. Trade
agreements can create a broader scope of federal power to preempt than FERC
has asserted in the past.'” As outlined below, various GATS proposals appear

to cover state regulation of:

State and local monopolies for distribution
e Native load preferences

e  Renewable portfolio standards

L ]

L]

General utility regulation in the “public interest”

The GATS proposals also appear to cover federal policies in which most states
have a very strong interest. These include FERC regulation of:

e  Ancillary services for transmission

e  Rates of federal power marketing authorities (PMAs)

. Response by state and local officials

There is substantial overlap of the EU GATS request,
the U.S. GATS proposals, and FERC’s domestic
policy agenda. Considering the potential impact on
state regulatory authority, state and local officials
recognized the need to monitor the trade negotiations,
much as they would any other federal initiative that
affects state sovereignty. In 2003, the chair of Idaho’s
joint Committee on Energy, Rep. George Eskridge,
expressed his general concerns in a letter to USTR.
When there was no response, the NCSL committees on
energy and trade invited USTR to attend their
December 2003 meeting to discuss the Idaho
questions. USTR’s senior energy negotiator did attend
and agreed that the questions merited further
consultations between USTR and state and local
officials.

To prepare for consultations with USTR staff, NCSL
took the lead and created the state and local Working
Group on Energy and Trade Policy in early 2004.

“NCSL considers federal
preemption of state
regulation of the electric
industry to be wholly
inappropriate and
unacceptable and
opposes federal
standards to govern
state electric utility
regulation or retail
ratemaking by state
commissions. State
jurisdiction should not
be eroded.”

NCSL 2004-2005 Policies,
Electric Industry Restructuring

Participants in the working group include public officials and staff of state
legislatures, utility regulators, attorneys general, city and county attorneys,
local governments, municipal utilities and several national associations that

represent state and local public officials in Washington, DC.

Before meeting with U.S. trade negotiators, the working group identified
questions about potential conflict between trade rules and domestic energy
policy. Given the current language of GATS trade rules and proposed
commitments, many of these questions are unanswerable because the trade
rules are open-ended or ambiguous and will remain so until a WTO dispute

panel interprets them.



Following these meetings, the working group prepared this interim report to
assess the potential impact of trade negotiations on domestic electricity policy
and to raise questions of potential interest to U.S. trade negotiators. It does not
take positions or make recommendations. The working group compiled the
report based on contributions from participants (as individuals) with diverse
expertise and professional experience. Thus, the report is not designed to
reflect the views of any individual or organization. No individual or
organization has "endorsed" the report as a policy statement; nor is it binding
on any individual or organization.

il. Meetings with U.S. trade negotiators

The working group consulted three times with U.S. trade negotiators, including the
staff of USTR and other federal agencies, in early 2004: (1) an introduction to
state and local concerns (February 20“‘), (2) a discussion of procurement questions
(April 16™), and (3) a workshop on the scope of services provided by state-
regulated monopolies, federal power authorities and independent transmission
companies (April 30thy).

Much of the meeting time with U.S. trade negotiators was devoted to explaining
how states regulate electricity services and how the utilities that states regulate
compete in national markets, even though they may be perceived as monopolies in
their local markets.

The trade negotiators described these meetings as timely, productive and
unprecedented. However, their condition for meeting was that all conversations
were off the record. In this report, the working group honors that commitment by
not using any information, opinions or interpretations provided by U.S.
government staff at those meetings.

Fortunately, there are numerous other sources for this report including public
documents filed with the WTO by the United States and other countries engaged in
electricity negotiations. In addition, the WTO Secretariat, the Organization for
Economic Cooperation and Development (OECD), United Nations agencies, and
other organizations have published reports on the status of negotiations on trade in
services, including electricity.



I1l. GATS commitments, negotiations and trade rules

If GATS trade rules apply to domestic electricity policy, will GATS tip the balance
of power between states and the federal government (or between states and foreign
governments)? This part of the report explains the legal context for answering that
question. It summarizes GATS coverage and trade rules, including some of the
commitments that have been proposed in the current round of GATS negotiations.

Given the open-ended language of GATS rules and current wording of proposed
commitments, it is difficult to interpret the actual risk of conflict until it is too late
- when there is an actual dispute and a WTO panel decides what the language
should mean. As demonstrated in the recent WTO dispute on Internet gambling,
the intent of U.S. negotiators as to the meaning of a GATS commitment is
irrelevant. What matters is whether the language of commitments is sufficiently
precise to avoid a trade dispute. If it is not, then the burden is on the United States
to limit its commitment by listing the categories of law-making that a commitment
does not cover.

A. General Scope of GATS

There are several international agreements that cover U.S. domestic policy on
electricity, including agreements on trade in goods, trade in services and
investment. The following chart summarizes this legal context.

International Agreements that Cover Electricity

. Electricity a_'vs' ‘ ‘Apphcable Intematnonal Agre' '

WTO - GATT, General Agreement on Tanffs & Trade

Trade in goods NAFTA, North American Free Trade Agreement, chapters 3
(goods) and 6 (energy)
. . WTO - GATS, General Agreement on Trade in Servnoes
Trade in services NAFTA chapter 6 (energy)
NAFTA, chapter 11 (investment)
Foreign investment FTAs, chapter 10 (investment)

WTO - TRIMs, Trade Related Investment Measures

This report focuses only on how GATS covers electricity. However, before
we summarize GATS, it is worth noting that more likely scenarios for
international trade conflict involve other agreements such as NAFTA’s chapter
11 (foreign investor protection) or the General Agreement on Tariffs and
Trade (trade in electricity as a good). For example, a Canadian investor may
be more likely to challenge domestic U.S. pohcws that promote renewable
energy than is the Canadian federal govemment ? Recent WTO decisions
have made clear that trade agreements are likely to overlap, with multiple
agreements covering a single government policy measure.

There are three questions for determining whether a trade agreement, in this
case GATS, conflicts with domestic electricity policy. The questions involve
coverage, conflict with trade rules, and exceptions that excuse conflicts.

o Coverage. The first step of analysis is, does GATS cover the

electricity measure in question? GATS applies to any government
“measure” at any level of government “affecting trade in services. »21



GATS defines trade in services in terms of four modes of delivery,

two of which are relevant to this report, as highlighted below: 22

(1) delivery across the border, such as transmission of electricity
Jfrom Canada to the United States,

(2) delivery to a visiting consumer from another country, such as
when a Canadian tourist visits New York,

(3) delivery through “commercial presence,” such as when a UK
corporation acquires a subsidiary in Oregon, and

(4) delivery by a visiting supplier from another country (a “natural
person”™), such as when an engineer from India comes to the
United States to practice engineering.

When a nation commits to follow GATS trade rules, “The scope of the

it does so with specific reference to each of these GATS encompasses
modes of service delivery. With electricity, the any measure ... to the
important. modes are (1) cross-border trade and (3) extent that it affects
commercial presence. the supply of a

GATS is complex because it applies two levels of service regardless of
various trade rules to government policy measures. whether such

The first level includes general obligations measure directly
(sometimes called “top down™ obligations) that apply ~ governs the supply of
to all nations in the WTO unless GATS excludes a a service ...”
government measure from the agreement. These

general obligations include Most-Favored-Nation WTO Panel, EC— Bananas

Treatment (no favoring service providers from one

country over those of another country),23

transparency, domestic regulation rules, and monopoly rules. GATS
also calls for negotiations on procurement and subsidies of trade in
services?* The general rules and the general exclusions are explained
below.

The second level includes “specific commitments” (sometimes called
“bottom up” commitments) within over 120 service sectors and
subsectors to follow additional trade rules. The rules include
National Treatment (no discrimination), Market Access (e.g,, no
quantitative limits on the number of service suppliers), and additional
commitments (such as third-party access to transmission facilities).
National governments make these specific commitments in a process
of ongoing rounds of “request-offer” negotiations. To a great extent,
this report is concerned with how the United States proposes to define
subsectors of electricity trade for purposes of specific commitments
that are now being negotiated.

Rule conflict. The second step of analysis is, if GATS covers an
electricity measure, does it conflict with a particular trade rule? The
GATS rules that are most likely to apply to electricity include
“general” rules on domestic regulation and monopolies and “specific
commitment” rules including, National Treatment, Market Access
and third-party access to transmission facilities. These are all
discussed below.

Exceptions. The third step of analysis is, if GATS covers an
electricity measure and there is a conflict, does GATS provide an
exception that would excuse the conflict? Unlike the GATT, GATS



provides no exception for environmental resource conservation??
GATS might excuse a trade conflict if a specific electricity measure
falls within the range of policies that are designed to protect “public
morals” or “human, animal or plant life or health.”*® Of the various
electricity measures covered in this report, the renewable energy
measures discussed in part IV.D arguably serve a health objective.
However, the health exception has been interpreted narrowly so as to
cover only measures that are “necessary,” meaning that the exception
is only available when there are no reasonably available
alternatives.?” The GATS health exception is not likely to apply in
the electricity context, so further discussion of the exception exceeds
the scope of this report.

In the following summary of GATS, we alter the analytic sequence
(coverage, conflict with trade rules, exceptions) by presenting the relevant
trade rules first. Explaining the trade rules first provides a context for
understanding the importance of GATS coverage. For example, if you
know that a state law on licensing monopolies violates a trade rule that
prohibits monopolies, you can better appreciate why it is important to
limit the commitments that would apply GATS coverage to the state law
in the first place.

B. GATS trade rules

1. General rules. The trade rules under Part Il of GATS, General
Obligations and Disciplines, apply to any measure that affects trade in
services, so long as the law is not excluded by the “government authority”
test, which described in the following section.

Examples of measures

a) Domestic regulation. Negotiations are now that might violate GATS
underway (and behind schedule) at the WTO’s trade rules on domestic
Council on Trade in Services to “develop any regulation include ...

necessary disciplines™ for rules that would
apply generally to domestic regulation.”® Two “Federal and subfederal
of these rules woul@ (?bllgate the Umtefi States licensing requirements
to ensure that electricity measures relating to . .

e s . are different, making a
qualification requirements and procedures, Ii btained i
technical standards and licensing requirements icense ... obtained in

are: one state not valid in
(1) “based on objective and transparent other states.
criteria,” and
(2) “not more burdensome than necessary to Different sub-federal
ensure the quality of the service.” regulations for recogni-

tion of qualifications.”
As part of the current negotiations, WTO
membernations presented examples of WTO Secretariat,
measures that they believe violate these rules. Note on members’ examples
Among the examples are sub-federal measures
that are different from one state to the next or
measures that differ from federal standards,” a description that fairly
applies to federal and state electricity policy in the United States.

The WTO negotiations on domestic regulation are at a substantive
stage. Proposals or analysis have been submitted on topics of central
concern to state and local utility regulators, for example, the



b)

burden/necessity test (WTO Secretariat), transparency disciplines
(United States), and disciplines on licensing procedures (European
Union), including licensing at the sub-federal level.*®

Monopoly disciplines. GATS provides that the United States “shall
ensure” that a monopoly in its territory (even if regulated by a state)
complies with U.S. specific commitments and:

(1) “shall ensure that such a supplier does not abuse its monopoly
position” when it provides services covered by a s?eciﬁc
commitment outside of its monopoly service area;’ and

(2) if a state grants monopoly rights for services covered by a
specific U.S. commitment, the United States must negotiate
compensatory adjustments in its schedule of GATS
commitments.

2. Sector-specific rules. The following rules apply to measures that
regulate those sectors in which the United States makes a specific
commitment unless the United States limits its commitment. There are
currently no limits on the current U.S. commitment for “services
incidental to distribution of electricity.”

a)

b)

c)

d)

“The main difficulty with
these [schedules of
GATS commitments] is

Domestic regulation. Pending

implementation of the general rules on
domestic regulation (noted above), the

transparency and least-burdensome rules the difficulty of reading
also apply to new measures (post-1994) in them, much less
subsectors in which the United States made interpreting them.

a specific commitment (e.g., services ... the service schedules
incidental to distribution of electricity).* make this skill less art
While intended as an interim means of than fetish.”

protecting the value of commitments, this

provision may gain in importance as the Jeffrey Lang

WTO continues to negotiate (and not
implement) the rules on domestic regulation
as a general obligation.

Former Deputy USTR
January 21, 2000

National Treatment. GATS prohibits discrimination against foreign
service providers, including treatment that “modifies the conditions of
competition in favor of services or service suppliers” of domestic
firms compared to foreign firms. Various WTO and GATT panels
have interpreted National Treatment to require “effective equality of
opportunities.”**

Market Access. GATS prohibits several kinds of quantitative limits
on service suppliers, including government measures that limit their
number “in the form of numerical quotas, monopolies, exclusive
service suppliers or the requirements of an economic needs test,”
limits on the number of service operations, or measures that restrict or
require specific types of legal entity or joint venture.”®

Third party access to transmission and distribution networks.
GATS allows countries to negotiate commitments in addition to
National Treatment and Market Access. U.S. trade negotiators have
proposed an additional commitment to third-party access to
transmission and distribution networks. This proposal is modeled on



the existing additional commitments for telecommunications ¢

Under the telecom model, these commitments would obligate the

United States to:

o ensure that major suppliers provide access to, interconnection to,
and use of “public ... transport networks and services” and other
“essential facilities” on terms, conditions and cost-oriented rates
that are reasonable;*” and

* maintain appropriate measures to prevent major suppliers from
“engaging in or continuing anti-competitive practices.”3 8

According to the WTO, this language requires WTO Members to
ensure access “whether or not they have liberalized” the service. 3
Unlike the other GATS rules, which merely prohibit certain
measures, the third-party-access rules appear to require a government
to act, or as some call it, to make a pro-competitive commitment.*’

C. GATS coverage of domestic measures

1. General exclusions from GATS coverage

a)

b)

Government authority exclusion. GATS does not cover a service if
it is provided under “government authority,” which means that the
service “is supplied neither on a commercial basis nor in competition
with one or more service suppliers.”“ This provision is sometimes
referred to as the government authority exclusion. The way this
works is that GATS does cover a service if it is either supplied “on a
commercial basis,” or if it is supplied “in competition with one or
more service suppliers.”42 This test does not exclude a supplier of
electricity service simply because the supplier is a monopoly (no
competition). That is only one prong of the “neither/nor” test.

The government authority test would exclude electricity services if a
monopoly produces electricity and then provides it free to consumers.
Such services would be neither commercial nor in competition.
However, even non-profit, publicly-owned utilities and cooperatives
usually charge for their services at cost.

The WTO Secretariat has opined that any kind of charge or user fee
renders a service “commercial” in nature.** That would mean that
even nonprofit providers (providers-at-cost) are covered by the
general provisions of GATS. Most regulated utilities in the United
States are for-profit, investor-owned corporations. Some of the
utilities are monopolies, but they all provide “commercial” services in
the sense that they charge for their services. In short, the
“government authority” exclusion of GATS is likely to exclude
monopoly providers of free electricity.

Government procurement exclusion. GATS does not apply certain
trade rules (Most-Favored-Nation Treatment, National Treatment and
Market Access) to procurement unless the government agency
purchases the electricity or service “with a view to commercial resale
or with a view to use in the supply of services for commercial sale.”
In other words, if a government agency purchases electricity or
related services and resells to local consumers, then the procurement

10



exclusion does not apply, and those services are covered by GATS
rules on MFN Treatment, National Treatment and Market Access.

2. Specific commitments under GATS

a)

b)

Existing U.S. commitment

In 1994, the United States made a specific GATS commitment on
“services incidental to energy distribution.” The WTO Secretariat and
the United States seem to agree that the U.S. commitment on services
incidental to distribution includes regulation of “transmission and
distribution services on a fee or contract basis of electricity.”*® The
WTO further explains that this commitment “seems to include
transport and distribution of electricity ... when these services are
operated by an independent services supplier and not by a vertically
integrated manufacturer.”*¢

The WTQ’s conflation of distribution with transmission, as well as
“incidental” services with “actual” distribution and transmission,
continues in the current GATS negotiations. Recent WTO minutes
report that “the Indonesian paper [which responds to earlier proposals
by the United States] stated that transmission and distribution of
electricity was included in services incidental to energy
distribution.”’

In short, the scope of the current U.S. A proposal by Indonesia in the
commitment on “services incidental to current GATS negotiations
distribution” is open to retroactive reports that ...
interpretation as recently happened ina WTO

decision a§ainst the United States on Internet ... transmission
gambling.*® According to both U.S.and WTO  and distribution of
sources, it may apply to services incidental to electricity was included
transmission as well as distribution. In in services incidental to

addition (as notefi below), it may be difficult to energy distribution.”
separate the services that are necessary for
transmission and distribution from the actual ,
transmission and distribution of electricity. WTO Secretariat
Since existing U.S. commitments may cover state regulation of
distribution and federal regulation of transmission to some degree, the
gquestion becomes whether the proposed commitments now being
negotiated offer more clarity or limits on the existing commitments.

Proposed commitments

The working group does not have access to the negotiating proposals
that the United States is currently presenting to other countries.
However, the European Union has recently released its GATS
request, and U.S. negotiators have circulated informal proposals to
the WTO in public documents over the past several years. Based on
this record, the leading GATS negotiators appear to be advancing
several proposals that could affect state and local policy, as well as
federal policies that have a direct impact on state and local
government,

Recent WTO minutes indicate that the United States, Japan and Chile

11



have proposed a “Guide for Scheduling Commitments on Energy
Services in the WTO.”** This guide is part of WTO negotiations on
how to index the energy sector into a set of common sub-sectors with
standard terms for use in negotiating GATS commitments. The
working group has not seen this index.

Based on previously published recommendations (not official U.S.
requests or offers), there appear to be several proposed commitments
that would affect state and local interests. These include:

(1) services incidental to transmission or distribution;

(2) wholesale, trading and brokering services, and

(3) access to transmission facilities.>

1V. Selected domestic measures and the risk of trade conflict

In the electricity sector, Congress has chosen to maintain a system of dual
sovereignty — a sharing of regulatory power between the states and the federal
government. Generally, the federal government regulates transmission and
wholesale electricity trade, while states regulate generation and retail distribution
of electricity.

As noted above, states differ in their approach to restructuring (or “unbundling”)
traditional electric utilities. While not all states have decided to restructure their
electric utilities, every state is considering some type of reform to its electric
industry, including both de-regulation and re-regulation. There is a consensus
among states that they should retain their current regulatory authority to decide
whether, how and when to reform.”’!

The general concern of state and local officialsis that if GATS trade rules apply to
domestic energy policy, GATS will influence the balance of power between states
and the federal government (or between states and foreign governments) in a way
that is not desirable. This part of the report identifies potential trade conflicts
regarding a number of selected domestic measures, some state and some federal.
The sections below follow the same methodology for assessing the potential for
conflict between GATS rules and a state or federal energy policy:

e  Domestic measure — First, which domestic “measure” is at risk of a
potential trade conflict under GATS?

e Coverage — Second, is that measure covered by GATS? GATS coverage
involves two steps of analysis.

o The first step is whether a measure is covered by the general
provisions of GATS. Does the measure affect a service that is either
commercial or supplied in a competitive market? If not, then the
measure is excluded from GATS and the specific commitments do
not apply to the measure.

o If the measure is covered by GATS generally, the second step is
whether a specific commitment applies to the measure. Potential
specific commitments on electricity include the following services:
(1) services incidental to transmission and distribution, (2) wholesale
trade, and (3) operation of transmission facilities.

s Potential for conflict — Third, which trade rule is most likely to create a
potential conflict? The trade rules that apply when there is a specific
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commitment include National Treatment, Market Access and third party
access.

In the sections that follow, this report identifies “GATS questions” where there
is an issue of GATS coverage of state or federal policy or where there is a
potential risk of conflict between a trade commitment and domestic policy.
The questions are denoted in the text with a “?” in the following format:

?

GATS question — scope of services incidental to distribution. What is the
scope of “services incidental to distribution of electricity™? Is it possible
to cover the incidental services that are necessary for distribution and not
effectively cover the distribution itself?

State and local monopolies for distribution

1.

Domestic measure. As noted above, approximately 28 states continue to
regulate vertically integrated utilities. Generally, vertically integrated
utilities operate within monopoly service areas and provide services at all
three stages of electricity supply: generation, wholesale transmission and
retail distribution. For example, within its service area, Idaho Power
provides transmission and services incidental to transmission, and it has a
monopoly for distribution and services incidental to distribution. Idaho
Power also buys and sells
electricity in the national
wholesale market.

Restructuring Retail Access to Electricity
State Activity as of February 2003

Approximately 17 states have

required their vertically

integrated utilities to separate

transmission from distribution

functions>? However, in the

wake of problems with

deregulation in states like

California and Montana,

approximately six states have

delayed or suspended their

process of restructuring Bl Restructuring Active

vertically integrated utilities. / Restrucuing Delayed or Suspended
vy ‘. [ Restructuring Not Active

For example, to stabilize rising

electricity prices, California re-

established certain monopoly functions and entered the wholesale market

as a purchaser of electricity through long-term wholesale contracts.

In addition to licensing vertically integrated utilities, many states license
municipal utilities and consumer-owned cooperatives, which are
monopoly providers of distribution and services incidental to distribution.
They purchase some or all of their electricity on the wholesale market for
resale to local consumers.

Coverage. GATS covers state regulation of distribution monopolies
generallsy if those utilities operate either commercially or in a competitive
market.”® Idaho Power is an investor-owned utility that provides
electricity services for a profit, so its services are commercial in that
sense. There is no language in GATS to support the position that
electricity services are not “commercial” just because they are provided
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by a regulated monopoly. Coops and municipal monopolies may not
operate for a profit, but they do charge to recover the cost of their
services, so their services are “commercial” in that sense.

?  GATS questions - commercial suppliers. The plain language of
GATS appears to generally cover distribution monopolies because
they are commercial in the sense that they charge for their services.
o  Are there any grounds for saying that charging for electricity at

cost is not “commercial”?
o Are there any grounds for saying that for-profit distribution
monopolies are not commercial?

Assuming that GATS applies generally to distribution monopolies, the
question of GATS coverage shifts to whether distribution monopolies are
covered by a GATS specific commitment.

In 1994, the United States made a specific GATS commitment to
“services incidental to energy distribution,”54 which is retained in the
current U.S. offer in the GATS negotiations”55 The scope of this
commitment is unclear in terms of the makeup of “services incidental.”
The GATS negotiations to adopt an energy index could clarify the
commitment, but publicly available documents do not add clarity.*®

?  GATS questions — scope of services incidental to distribution.
o What is the scope of “services incidental to distribution of
electricity”?
o Isit possible to cover the incidental services that are necessary
for distribution and not effectively cover the distribution itself?

The WTO has indicated that governments are free to maintain a
monopoly, so long as the country does not make a specific commitment in
that service sector, or if it does, so long as the country limits its
commitment with respect to that monopoly‘5 7 The United States has no
such limits on its commitment regarding services incidental to
distribution.

As noted above, the WTO Secretariat and the United States seem to agree
that the U.S. commitment on services incidental to distribution includes
regulation of “distribution services on a fee or contract basis of
electricity.”® The WTO says that this commitment “seems to include ...
distribution of electricity ... when these services are operated by an
independent services supplier and not by a vertically integrated
manufacturer.”*® The implication is that when a vertically integrated
manufacturer provides services to itself, it is not engaging in trade.
However, as noted above, vertically integrated utilities charge their
ultimate consumers for integrated services, and many vertically integrated
utilities contract out for services incidental to distribution (e.g., meter
reading or billing services).

?  GATS questions — fee or contract services.

o Is a monopoly covered by a GATS commitment on services
incidental to distribution only when the monopoly contracts out
for that service?

o Ifso, what is the basis in GATS for covering monopolies that
contract out a service, but not nearby monopolies that provide the
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same service for themselves?

? GATS question — scope of U.S. market. In abroader sense, some
states have retained their traditional monopolies, while other states
have unbundled their monopolies.

o Inthis regard, is the United States a single market to which
GATS applies, or is it 50 state markets?

o Ifthe United States is a single market from the view of GATS,
then why would a GATS commitment not apply to those states
with monopolies?

3. Potential for conflict. Assuming that distribution monopolies are covered
by GATS generally and also by a commitment to services incidental to
distribution, as noted above, the GATS rule on Market Access might
conflict with state measures that authorize distribution monopolies. This
rule prohibits limits on the number of service providers in the form of
monopolies or exclusive service suppliers.60 However, many states do not
require their monopolies to contract out incidental services.

? GATS question — unbundling of services incidental to distribution.
If state and local monopolies are covered by a commitment on
services incidental to distribution, then does the Market Access rule
require that states unbundle those incidental services?

-~

GATS question — preemption. Would a conflict between state-
regulated distribution monopolies and the GATS Market Access rule
authorize the federal government to preempt state law without a
specific act of Congress?

Another GATS rule is the general requirement that if the United States
grants monopoly powers, then it has to renegotiate its GATS
commitments by providing compensatory access to other markets®! This
appears to apply to situations where a state deregulates a utility and later
decides to provide those services as a single state supplier (as California
has done) or through a regulated monopoly.

?  GATS question — renegotiation of GATS commitments. If a state
decides to re-regulate a service in a monopoly setting after a failed
experiment in deregulation, then would the United States have to
renegotiate its GATS commitments?

Muilti-national energy service companies, both at home and abroad, have
an interest in expanding GATS coverage to distribution of electricity in
the United States. This is because GATS rules such as Market Access
function to open markets and limit government measures that create
barriers to entry or growth of the company. With regard to services
incidental to distribution of electricity, foreign subsidiaries of U.K.
companies, such as National Grid U.S. and PacifiCorp, own and operate
distribution utilities in the United States, For example, Massachusetts
Electric is a National Grid U.S. subsidiary that provides distribution
services to 1.2 million customers.5
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B. Ancillary services for transmission

1.

Domestic measures. Generally, FERC regulates interstate transmission
and wholesale trade of electricity. Transmission involves more than the
physical movement of electric power over transmission lines. In addition,
transmission requires a set of “ancillary services” that are necessary to
ensure that transmission occurs when and where the electricity is needed
and that the transmission does not overload or destabilize the grid.
Industry actors use the phrase “ancillary services” in different ways, and
there appears to be no standard definition or index listing a common set of
“ancillary services.” 63 Any effort to define and classify these services is
further complicated by the fact that some regulators use the phrase
“interconnected operations service,” which appears to be a broader
category that includes certain types of “ancillary services.”®* These
variations in language create room for expansive interpretations if a WTO
panel decides a challenge to domestic electricity measures.

This being said, FERC Order 888 does single-out and define six specific
“ancillary services” and requires that they be provided with actual
transmission because they are “necessary for providing basic transmission
service to a customer.”®® The first ancillary service listed in Order 888 is
“scheduling, system control, and dispatch service” (hereafter, scheduling
and system control). This is the service to “schedule the movement of
power through, out of, within or into [a transmission provider’s] control
area.”®® The service also “requires action by both the customer who
provides information about a transaction and the control area that
evaluates and accepts (schedules) the transaction,” as well as “dispatch
[of] generating resources to maintain generation/load balance and
maintain security during the transaction.”™’

By necessity, scheduling and system control is provided within a service
territory. This service plays an important role in FERC’s policy to
promote regional transmission service. In late 1999, FERC issued Order
2000, which promoted the voluntary formation of Regional Transmission
Organizations (RTOs).%® RTOs operate transmission facilities on a
regional basis, scheduling the movement of power across the transmission
grid. In other words, one of the core functions of an RTO is to provide
scheduling and system control. This service is not unique to RTOs; all
transmission providers, including the traditional vertically integrated
utilities, must use the same service as well.

Coverage. GATS covers FERC regulation of scheduling and system
control generally if that service is provided either commercially or in a
competitive market.®? All transmission providers, including RTOs, charge
for scheduling and system control as provided in their open-access
transmission tariffs, which are approved and regulated by FERC,”" so the
service is commercial in that sense. Moreover, it should be noted that
scheduling and system control is only one of six defined “ancillary
services” in FERC Order 888, so GATS may cover the other services as
well.

Assuming that GATS applies generally to scheduling and system control,
the question of GATS coverage shifts to whether the service is covered by
a GATS specific commitment. As noted above, the current U.S. GA TS
commitment appears to cover services incidental to transmission as well
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as distribution.”’ U.S. trade negotiators have recommended a GATS
commitment for “services ancillary to transmission and distribution of
electricity,” which arguably includes scheduling and system control, as
well as other ancillary services.”? The intent of the progosal is not,
however, to cover the actual transmission of electricity. 3

The scope of this commitment is unclear in terms of the makeup of
“services incidental.” The GATS negotiations to adopt an energy index
could clarify the commitment, but publicly available documents do not
add clarity.”*

?  GATS questions - scope of services incidental to transmission. The
term “incidental” differs fromthe term “ancillary” that regulators use
in the United States.

o What s the scope of “services incidental to transmission”?

o Are “incidental” services synonymous with “ancillary” services,
including the services that are necessary for transmission of
electricity?

o Are any “interconnected operations services” included within the
scope of “incidental” services?

o Isitpossible to cover the services that are necessary for
transmission and not effectively cover the transmission itself?

Potential for conflict. Assuming that the service of scheduling and
system control is covered by GATS generally and also by a commitment
on services incidental to transmission, as noted above, the GATS rule on
Market Access might conflict with FERC regulation of this service. The
Market access rule prohibits government appointment of “exclusive
service suppliers.””

FERC Order No. 888 requires that transmission providers “must provide”
and transmission customers “must purchase” scheduling and system
control, as well as another service called “reactive supply and voltage
control from generation sources.”’® All FERC-regulated transmission
providers operate on a regional or control-area basis, which means that
they are the sole service providers of these two required ancillary services
within their service areas.

A GATS commitment to refrain from using exclusive suppliers for
scheduling and system control may seem implausible, Yet the
comparison of three transmission providers — CAISO (California), MISO
(Midwest) and PJM (Mid-Atlantic)— shows that there are choices of
degree, even when a monopoly service is involved. Both the MISO and
PJM tariffs appear to allow for the contracting out of scheduling and
system control to companies that operate at the sub-regional level of a
control area.”’ For example, GridAmerica, an independent transmission
company that serves five states within MISO, provides scheduling and
system control within its service area. GridAmerica is managed by a
subsidiary of National Grid Transco, a UK. corporation.”® In contrast,
CAISO does not contract out scheduling and system control.”® In other
words, RTOs and other transmission providers (including vertically
integrated utilities) have choices: Contract out the service or provide it in-
house? One regional control area or sub-regional control areas? Three
year contracts or 10-year contracts?
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? GATS questions — Market Access and ancillary services.

o Does a GATS commitment on services incidental to transmission
conflict with FERC rules that require transmission providers
(including RTOs) to be the exclusive suppliers of scheduling and
system control service?

o Could a GATS commitment on services incidental to
transmission obligate FERC to change the way it regulates the
sole providers (including RTOs) of scheduling and system
control or other ancillary services?

-

GATS question — preemption. Does a GATS commitment authorize

FERC to preempt states that do not restructure monopoly provision of
services incidental to transmission?

A GATS commitment on ancillary services is consistent with the GATS
purpose of opening domestic markets. However, such a GATS
commitment may be inconsistent with FERC rules that establish
scheduling and system control as a monopoly function of RTOs and other
transmission providers. Application of Market Access rules to ancillary
services makes it possible for multinational companies (such as
GridAmerica) to cite GATS commitments as a reason they should be able
to compete for ancillary services (including scheduling and system
control) with other sub-regional suppliers or perhaps even the RTO itself.

C. Native load preferences

1.

Domestic policy. In most states, the state public utility commission
(PUC) licenses electric utilities to operate under a “service obligation.”
This obligation is to serve any retail user that requests electricity service
within the utility’s service territory.®® The industry term for serving this
in-state demand is “native load.” Federal law also requires the federal
power marketing administrations (PMAs, e.g., the Bonneville Power
Administration) to serve native load, which includes cooperatives and
municipally owned utilities®! Under this service obligation, utilities
reserve a portion of their transmission capacity to serve their native load,
and they manage congestion in transmission through “curtailment,”
meaning they suspend access to transmission to external customers if
there is a conflict with serving native load

The Energy Policy Act of 1992 provides for nondiscriminitory open
access to the transmission grid to support development of wholesale
electricity markets. In Order 888, FERC ordered investor-owned utilities
that own transmission lines to make any unused portion of their capacity
available to third parties for transmission of wholesale electricity through
the utility’s service area (known as “wheeling” electricity).

Wholesale marketers have complained to FERC that native load
preferences are discriminatory, and one filed a lawsuit, claiming that the
preferences violate Order 888.%% FERC rejected that complaint,** but it
has degsscribed native load preferences as “problematic” in more recent
cases.

Coverage. GATS covers regulation of native load preferences (by states

or by FERC) generally if the transmission is provided either commercially
or in a competitive market.®® Native load preferences are part of
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transmission services provided by for-profit, investor-owned utilities.
However, the preferences cover transmission capacity that a utility
reserves for itself. Yet even then, utilities charge their customers for the
transmission facilities and service, so it is commercial in that sense. For
this reason alone, transmission capacity appears to be covered generally
by GATS.

It could be argued that a utility’s internal transmission capacity is not
provided in competition with another supplier. Yet even the transmission
capacity that is not reserved is sold by the utility to external wholesale
suppliers who usually have multiple routes to wheel their electricity to a
given destination. Moreover, some parts of the U.S. market have
unbundled all transmission services, so those parts of the market are
competitive. Thus, the presence of competition depends on timing and
availability of local transmission alternatives.

?  GATS question — general coverage of transmission capacity.

o Does the “competition” test of the government authority
exclusion apply to the United States as a national market?

o Ordoes it apply to specific states or regions in a way that
transmission capacity might be in competition in one state, but
not in competition in a neighboring state?

o Would GATS apply if a utility’s transmission capacity is only
sometimes supplied in competition?

o Does GATS apply to a utility when it is serving itself, but still
charging its consumers for the service?

If GATS applies to the U.S. electricity transmission market like Swiss
cheese, depending on changing local conditions of competition, then there
might be circumstances in which native load preferences are not generally
covered by GATS. But there is nothing in the plain language of GATS to
suggest that is the case.

Assuming that GATS applies generally to native load preferences, the
question of GATS coverage shifts to whether the preferences are covered
by a GATS specific commitment.

The proposed GATS additional commitment on third party access would
apply to “major suppliers” of “essential facilities” for transmission
networks and services® In the first GATS case to interpret third party
access to telecommunications facilities, the WTO defined “major
supplier” in keeping with domestic competition authorities.®® In the
electricity sector, FERC regulates competition using a “market power”
test, which looks to whether a company is a pivotal supplier in a state or
region with the ability to materially affect participation in that market®’
In some states, investor-owned utilities and PMAs are the predominant
transmission suppliers, and in other states, there are alternatives such as
independent transmission companies or RTOs. In other words, coverage
of the GATS commitment on third party access may depend on market
conditions that vary from one state to another.

? GATS question — major suppliers.

o Would a GATS commitment that applies to “major suppliers” of
“essential facilities” for transmission apply to investor-owned
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utilities and PMAs in states where they are still the predominant
supplier of transmission services?

o Ifso, would the commitment apply to such a utility when it
operates outside of the area in which it is a major supplier?

3. Potential for conflict. Assuming that native load preferences are covered

by GATS generally and also by a commitment to third party access, as
noted above, the GATS rules on third party access might conflict with
state laws. The related GATS rule would require
ensuring third party access on terms, conditions, and
cost-oriented rates that are “reasonable.”®® The first
GATS case to interpret the rule on third party access

“[R]ates ... whose
uniform nature

found that Mexico’s interconnection rates for excludes price
telecommunications were unreasonable because the rates ~ competition ...
excluded frice competition for access to telecom do not provide
facilities.” [reasonable] access

to ... transport

These rules may conflict with native load preferences. networks ...”
The very purpose of the preferences is to limit third-party
access and to avoid price competition by reserving WTO Panel

transmission capacity for native load. Mexico - Telecom

?  GATS question — native load. Would a GATS commitment to third

party access conflict with transmission practices that are designed to
avoid price competition for third -party access by reserving
transmission capacity for native load?

?  GATS question— anti-competitive practices.
o Has FERC or another federal agency described as “anti-
competitive” the practices of state-regulated utilities or PMAs?
o If so, could such statements be grounds for challenging state or
PMA native load preferences under this trade rule?
? GATS question ~ preemption.

o Would a GATS commitment to third party access obligate the
United States to take affirmative action to implement the
commitment?

o If so, would this commitment obligate the federal government to
preempt state policies (that do not ensure third-party access)
without a specific act of Congress?

D. Renewable portfolio standards

1. Background. A growing number of states are adopting policies to

promote use of renewable energy sources as a result of growing
environmental concerns. Recently, the Western Governors Association
adopted a resolution in support of renewable energy as part of a “clean
and diversified” energy strategy for Western states.’’

The “renewable” sources usually include wind, solar, small-scale hydro,
geothermal and biomass, among other sources”? These sources are based
on being more environmentally friendly than conventional electric power
generation methods. Thus far, none of the sources include large-scale
hydropower stations generating greater than 100 megawatts.”
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As of January 2005, 18 states and the District of Columbia have adopted
mandatory Renewable Portfolio Standards (RPS), which require certain
percentages of energy sold or consumed in a state to come from renewable
resources — either presently or in the future. The states include Arizona,

California, Colorado, Connecticut,
Hawaii, lowa, Maine, Maryland,
Massachusetts, Minnesota, Nevada,
New Jersey, New Mexico, New
York, Pennsylvania, Rhode Island,
Texas and Wisconsin. *°

A second group of nine states
encourage but do not require use of
renewable sources. These states
include Arkansas, Delaware,
Illinois, Michigan, Missouri,
Montana, New Hampshire, Ohio,
and Oklahoma.”®

Coverage. GATS covers RPS
measures generally if renewable

Renewable Portfolio Standards
State Activity as of January 2005

RP S Mandatory
F3 RPS Guidelines
[Ino RPS

energy suppliers operate either commercially or in a competitive market.”’
Renewable energy is supplied in a competitive market in most states,
including states with monopolies for distribution. Some monopolies meet
their RPS obligations by purchasing electricity from renewable sources
from competitive markets, and all utilities charge their customers for the

renewable energy.

?  GATS question — commercial or competitive suppliers. The plain
language of GATS appears to generally cover RPS because
renewable energy is commercial in the sense that some utilities
purchase it in the competitive market and utilities charge their
customers for electricity from renewable sources. Are there any
grounds for saying that renewable electricity is not purchased “in
competition” or that it is not sold on a “commercial basis™?

Assuming that GATS applies generally to RPS measures, the question of
GATS coverage shifts to whether the purchase of electricity from
renewable sources is covered by a GATS specific commitment.

The EU recently requested a U.S. commitment to wholesale energy
services”® U.S. trade negotiators have proposed making commitments
based on an index that includes wholesale markets, trading and brokering
(including sales) and retail supply (including sales).99 Based on the plain
language of “wholesale” trade, these proposed commitments appear to
apply to RPS measures that require utilities to purchase a certain
percentage of their electricity from renewable energy sources. A question
could be raised as to whether the term “wholesale” services might be
interpreted more narrowly than the plain language connotation of “sales”
s0 as to cover only transaction services and not the electricity being

purchased.

? GATS question - scope of wholesale commitment. Woulda GATS
commitment to “wholesale trade” somehow not include the actual
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electricity that utilities purchase? For example, might the
commitment apply only to transaction services?

3. Potential for conflict. Assuming that RPS measures are covered by
GATS generally and also by a commitment to wholesale trade, as noted
above, existing or proposed GATS rules might conflict with the state
laws. First, the National Treatment rule prohibits de facto discrimination
when a measure works to the disadvantage of foreign suppliers.100 In
addition, U.S. negotiators have recommended a “variety of principles
aimed at ensuring the greatest possible market opening.” One of the
principles is “technological neutrality,” meaning that “Market Access
commitments should be made without regard for the technology used to
provide energy services Lo

Canadian officials and policy analysts have already argued that mandatory
portfolio standards place Canadian utilities at a competitive
disadvantage.'®? Canadian utilities aim to sell their surplus generation
capacity from large-scale hydro stations into the U.S. wholesale market.

To date, RPS measures exclude large-scale hydro. For example, the New
Jersey RPS excludes electricity generated by large-scale hydropower
stations that produce more than 30 megawatts,10 Approximately 96
percent of Canadian hydro capacity is produced by hydro generating
stations of greater than 30 megawatts, and roughly 60-65 percent of total
Canadian exports of electricity to the US are produced from

hydropower. 104

Whether this amounts to a violation of National Treatment depends on
whether an RPS measure “modifies the conditions of competition in
favour of services or service suppliers” of the United States compared to
suppliers from Canada.'®® Defenders of RPS measures assert thata
differential impact on large-scale hydro “does not translate into de facto
discrimination against Canada” because RPS sources do not discriminate
against imports any more than they discriminate against U.S. producers of
hydroelectricity. 106

? GATS question — National Treatment and burden of proof.

o What is the market (or “like product™) for considering National
Treatment of Canadian utilities under RPS measures? Is it the
U.S. electricity market as a whole (including non-renewable
sources), or is the market limited to renewable sources of
electricity? If the latter, is large-scale hydro “like” the RPS
sources of renewable energy (including small-scale hydro)?

o What is the burden of proof to support a claim that RPS
measures, which ar facially neutral, change the conditions of
competition so as to violate National Treatment? It is enough
that the RPS measures exclude large-scale hydro, or would
Canada have to prove a certain effect on the ability of Canadian
utilities to compete?

In addition to National Treatment, the U.S. proposal on “technological
neutrality” for Market Access commitments appears to be at odds with
RPS measures, which by nature are technology preferences. They are not
neutral. The Market Access provisions of GATS do not prohibit quotas
on “inputs” of electricity supply,'®” so the issue is whether a neutrality

principle would cover electricity inputs.
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GATS question — technological neutrality. Would a GATS principle

of technological neutrality prohibit quotas regarding inputs to
electricity supply based on renewable energy technology?

-

GATS question — international preemption. Would a conflict
between state RPS measures and National Treatment or technological
neutrality authorize the federal government to preempt state law
without a specific act of Congress?

E. Rates of federal power marketing administrations

1. Background. Congress established five Power Marketing

Administrations (PMAs) as federal agencies (now under the Department

of Energy) to sell low-cost hydroelectric power from federal dams to

largely rural areas that needed electricity in order to develop

economically. Of the four PMAs that still exist, the oldest and largest is

the Bonneville Power Administration (BPA). The others include the

Weste1151, Southwestern and Southeastern Power Administrations (see

map).
Power Marketing Administrations
While the federal government 3
produces about 10 109 hercent of
electricity sold in the United States,
BPA provides about half the
electricity used by Northwestern
states (Oregon, Washington, Idaho
and Western Montana) and
operates over 75 percent of the
region's high-voltage transmission
assets.!'® BPA constructs,
operates, and maintains the nation's

largest high-voltage transmission
system. The measure in question is
the method by which BPA sets its
rates for wholesale electricity.

BPA - Bonneville Power Admin.

WAPA - Western Power Admin.

SEPA — Southeastern Power Admin
SWPA ~ Southwestern Power Admin.
APA -~ Alaska Power Admin. (privatized)

Coverage. GATS covers BPA rate setting generally if BPA sells
wholesale power either commercially or in a competitive market.
BPA’s wholesale services are like any commercial operation, except for
its mandate to sell to public utilities (co-ops and municipal utilities) at
cost.!'? Even if selling at cost is not commercial, BPA competes with
other service providers. For example, BPA customers are free to purchase
from Avista and BC Hydro.

111

?  GATS question — commercial or competitive suppliers. GATS
appears to generally cover BPA rates based on the plain language of
GATS and the fact that BPA customers are free to buy electricity
from other suppliers. Are there any grounds for saying that BPA
rates for electricity at cost are not supplied “in competition”?

Assuming that GATS applies generally BPA rates, the question of GATS

coverage shifts to whether BPA marketing is covered by a GATS specific
commitment.
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As noted above, both the EU and the United States have proposed a
GATS commitment on wholesale markets, trading and brokering services.
Wholesale power marketing is BPA’s primary function. Yetas noted
above, there remains a question about the scope “wholesale” trade.

? GATS questions — scope of wholesale commitment.
Would a GATS commitment on wholesale services somehow not
include the actual electricity that BPA sells to its wholesale
customers? For example, might the commitment apply only to
transaction services?

Potential for conflict. Assuming that BPA rates are covered by GATS
generally and also by a commitment to wholesale trade, as noted above,
the GATS National Treatment rule might conflict with BPA rates.
National Treatment provides that government measures must not change
the conditions of competition in favor of domestic compared to foreign
service providers.1 13

BPA rates for wholesale electricity are based on the cost of producing
electricity by federal dams plus BPA operating expenses.1 14" A recent
report indicates that BPA’s wholesale rate is $31 per megawatt hour
compared to $40 to $50 per megawatt hour on the open market.'"®

Critics of the BPA maintain that its rates reflect advantages such as the
ability to self-finance and borrow from the U.S. Treasury,116 Defenders of
BPA argue that BPA actually pays above-market interest to the Treasury
and that the cost differential comes not from any federal subsidy, but from
the lower cost of hydro resources in the Pacific Northwest.'!”

? GATS question — National Treatment and BPA rates. Does BPA’s
statutory mandate to sell electricity at cost change the conditions of
competition so as to disfavor foreign wholesale suppliers in violation
of National Treatment under GATS?

The prospect of a GATS commitment that could apply the National
Treatment rule to wholesale electricity sales by PMAs comes at a time
when there is a domestic policy debate about BPA rates. The federal
budget proposed on February 7, 2005 includes legislation to require BPA
and the other PMAs to charge market rates. 18 Members of Congress
from states that depend on PMA sales of electricity announced their
opposition to changing BPA’s wholesale rates.!"?

?  GATS question — National Treatment and wholesale rates. Would
an international trade commitment under GATS authorize or even
obligate the federal government to change the rates charged by BPA
and other PMAs, even without congressional legislation to do so?

F. Regulation of electricity “in the public interest”

1.

Background. State public utility commissions (PUCs) make many
regulatory decisions (e.g., licensing, rates and approval of a merger or
acquisition) based on whether the request is “in the public interest.”
Usually, state law provides multiple factors thata PUC may consider in
defining the public interest on a case-by-case basis.?? The reason that the
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PUC exists is to exercise discretion in weighing these multiple factors— in
other words, to make subjective decisions that balance competing public
and private interests.'?!

Coverage. GATS covers state regulation generally if the regulated
services are provided either commercially or in a competitive market.
In some jurisdictions, the utilities that PUCs regulate are monopolies
within their service areas. Some monopolies that PUCs regulate are
private, investor-owned utilities that charge for their services, make a
profit and pay dividends to shareholders. The services they offer are
commercial in those ways. In addition, the state-regulated monopolies
buy, sell and provide electricity services on a competitive basis outside of
their monopoly service areas.

122

Some PUCs regulate municipal utilities and cooperatives, which usually
operate as nonprofit distribution monopolies. 123 They often purchase their
electricity in the competitive wholesale market, and they charge for the
electricity they sell to their customers.

Finally, some state-regulated utilities are no longer monopolies. They
now must compete in the market under state regulation.124

The plain language of GATS suggests that state-regulated utilities are
both commercial and competitive, which means that GATS generally
applies to state regulation “in the public interest.” To the extent that there
are questions about the scope of GATS general coverage, these have been
raised above under part IV.A on state-regulated monopolies.

Assuming that GATS applies generally to state regulation, the question of
GATS coverage shifts to whether regulation “in the public interest” is
covered by a GATS specific commitment.

In 1994, the United States made a specific GATS commitment to
“services incidental to energy distribution,”m which is retained in the
current U.S. offer in the GATS negotiations.126 As noted above in part
IV.A, states regulate distribution and services incidental to distribution.

Potential for conflict. Assuming that state regulation “in the public
interest” is covered by GATS generally and also by a commitment on
services incidental to distribution, as noted above, the GATS rules on
domestic regulation might conflict with the “public interest” standard. As
explained in part I1[.B, negotiations are underway to implement these
rules across the board to all state measures that set qualification
requirements, technical standards and licensing requirements.

The GATS rules on domestic regulation require that governments make
decisions based on objective and transparent criteria, and that the
decisions must not be more burdensome than necessary to ensure the
quality of a service. 127 In general, PUC criteria are transparent, but they
call for balancing and subjective judgment rather than “objective”
outcomes.

?  GATS question — objective criteria and the public interest. The

GATS rule requires “objective” standards, whereas the “public
interest” standard requires a PUC to balance competing public
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interests. What is the nature of objectivity, and does it permit
balancing of competing interests?

The nature of balancing competing interests is that a regulatory decision
will be neither the most burdensome nor the least burdensome, but
something in between. Sometimes the competing interests involve quality
of service (e.g., reliability), but sometimes they involve environmental
protection, financial stability of the utility, affordability of rates for most
consumers, or economic development of the community at large.

? GATS questions — least-burdensome test and the public interest.
The GATS rule requires measures to be no more burdensome than
necessary to ensure the quality of a service, whereas the “public
interest” usually produces a compromise or middle-ground policy.
o Does GATS define “burden” only from the perspective of

foreign-owned firms seeking to compete in a market?
o Or does it consider the burden of externalized costs on
consumers, communities, the environment or other actors?

B

GATS questions — quality of service test and the public interest.

The GATS rule limits the objective of domestic regulation to

ensuring the quality of a service, whereas the “public interest” takes

into account other factors such as environmental protection.

o Does GATS exclude consideration of public interests beyond the
scope of the quality of a service?

o Does GATS exclude cost to consumers as a dimension of
“quality of service”?

V. Next steps

May 1% of 2005 is the next date by which WTO nations “The ... issue is the
must post their “offers,” which are publicly announced need to address the
commitments in specific subsectors. Since 1994, the overwhelming

United States has committed itself to give National
Treatment and Market Access to “services incidental to
distribution of electricity.” The most recent U.S. offer
(March 2003) states that the United States may expand the

uncertainty about the
meaning of the
provisions of the GATS.

offer “to include additional services. The specific content *** Some of these

of commitments for services ... will be developed pending provisions are so

the results of discussions concerning a proposed guide for obviously problematic

scheduling commitments on energy services.”!?® that they cry out for
substantive re-

The Working Group on Energy & Trade Policy convened negotiation.

with a concern that the United States may be finalizing a

guide for energy commitments, as well as negotiating

commitments on electricity in particular, without first Former gg{ ;;}: éas’;%

understanding the potential impact on domestic policy or

state authority to regulate electricity. The working group

successfully initiated an unprecedented yet fruitful

exchange and has studied the relevant issues. This report seeks to inform the
negotiating process and create a framework for continued dialogue between trade
negotiators and state and local officials. Specifically, this report identifies over 50
questions on the potential impact of GATS negotiations, with each question in a
specific context of federal, state or local policy on electricity. The working group

January 21, 2000
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hopes that U.S. trade negotiators and other interested parties will find this report to
be a useful resource.

The working group styled this report as “interim” for several reasons. First, it was
not possible to do a thorough analysis of the issues given the time constraints and
limited information on GATS negotiations. There are several next steps that the
working group may take to further investigate the potential impact of GATS
negotiations on domestic regulation of electricity.

1. Coverage of proposed commitments. Time did not permit study of
several measures of interest to participants in the working group. The
working group may extend its analysis of specific measures, including
questions that may be of interest to U.S. trade negotiators.

2. Trade rules on domestic regulation. Negotiations continue at the WTO
on trade rules that might cover domestic regulation across the board, not
just within specific sector commitments. The United States is likely to be
a pivotal player on such topics as how “licensing” is defined, when a
measure becomes more burdensome than “necessary,” and whether the
WTO should limit the scope of legitimate regulatory objectives. The
working group may look more closely at these proposals, which go to the
core of state regulatory authority.

3. Potential safeguards. The working group may also identify potential
safeguards to avoid conflicts between trade rules and governing authority.
For example, the range of potential safeguards may include these options:

a. Clarify the text of GATS, particularly the provisions on domestic
regulation that are currently being negotiated at the WTO.

b. Clarify and limit the existing U.S. commitment to “services
incidental to distribution of energy” so as to carve out state regulatory
authority over distribution monopolies and other state or federal
policies that may be covered by an expansive interpretation of this
commitment by the WTO.

¢. Clarify and limit any new commitments that would adversely affect
state regulatory authority or federal regulation of a rapidly changing
system of wholesale trade and transmission.

This report is also “interim” in the sense that GATS is only one aspect of trade
negotiations that could affect electricity, and electricity is only one of several
energy concerns of state and local governments, which include natural gas and oil,
among others. For example, the GATS negotiations include a potential U.S. offer
that appears to cover siting of new natural gas pipelines and storage facilities.'?
Proposed FTA chapters on investment and cross-border trade in services may
affect electricity and other energy concerns. The working group expects to study
these agreements and issues as well.

The working group thanks participating contributors and U.S. federal officials and
invites comments on this report and potential next steps. If you have comments or
questions, please contact Jeremy Meadows at 202-624-8664,
<Jeremy.Meadows@NCSL.org>.
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COMMONWEALTH OF KENTUCKY
OFFICE OF THE ATTORNEY GENERAL

GREGORY D, STuMBO 1024 CaAPITAL. CENTER DRIVE
ATTORNEY GENERAL. SUITE 200
FRANKFORT, KY 4060 1-8204
December 8, 2004

Mr. Andrew V. McNeill
Chief of Staff

Commerce Cabinet

500 Mero Street, 24™ Floor
Frankfort, Kentucky 40601

Re:  Written Comments by the Attorney General’s Office to the
Commonwealth Energy Policy Task Force

Dear Mr. McNeill:

As promised prior to the Thanksgiving holiday, I tender these written comments
on behalf of the Office of the Attorney General, Commonwealth of Kentucky, to the
Commonwealth Energy Policy Task Force. These comments and observations are
tendered with the understanding that the Attorney General is required under KRS Chapter
367 to advance the interests of consumers in many areas, including but not limited to
matters related to energy consumption. Given this statutory mandate, I offer these
written remarks. Furthermore, I adopt and incorporate as if fully stated herein those
comments which I provided to the Task Force on November 12, 2004, (Please see
Attachment A.)

® Pursuant to KRS 278.285, a mechanism exists for the creation and
implementation of demand-side management plans. In theory, these plans are to
be designed to reduce the demands on a utility’s services and, hence, avoid the
need for additions to plant generating capacity. The statute clearly indicates this
intent with language referring to “specific changes in customers’ consumption
patterns” and “any net revenues lost due to reduced sales resulting from demand-
side management programs.” In light of this, it may be beneficial to require more
exhaustive audits and/or reviews of the programs in order to make sure that the
intent is being realized. While my office is not opposed to the granting of
financial assistance to individuals in need of same, it is a commonsense approach
to make sure that moneys are not simply being handed out for assistance; rather,
moneys are spent under these programs to decrease the demand on a utility
company’s services.

AN EQUAL OPPORTUNITY EMPLOYER M/F/D
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My office does not oppose the grant of financial assistance to the needy
concerning the use of and payment for their utilities when the authority to do so is
set out by statute. But, it does believe that where the statutory purpose of a DSM
program is to reduce usage, care must be taken to assure that no program is
simply a financial handout that does not reduce usage.

Given the increased volatility in the energy commodities markets, it is imperative
that the states approach their Congressional delegates to impress upon them the
need to increase LIHEAP allocations to states, including the Commonwealth of
Kentucky. Regardless of whether the seasonal temperatures remain average or
above normal, the record and near-record energy prices are putting an additional
financial burden on consumers.

o Congressional delegates also need to be encouraged to reschedule
LIHEAP distributions to take advantage of seasonal fuel pricing.
Consider the propane consumer. Historically, prices for propane decrease
during the summertime and experience significant spikes during the
wintertime—the time when LIHEAP funds are available. If Congress
were to allow states to tap into the LIHEAP funds during the summer
months for propane consumers, those consumers would be able to
consume propane at more advantageous prices. At first blush one may
dismiss this request as being insignificant. However, approximately 10
percent of Kentucky’s households use propane for heating their homes.

The Attorney General’s Office is now receiving an increased volume of
telephone calls and correspondence, and is witnessing significant media coverage
concerning what appears to be a Public Service Commission that is no longer
concerned about the plight of consumers. Consumers complain constantly that
they believe the Commission is now geared toward maintaining the profitability,
and perhaps excessive profitability, of the utility industry. My office shares the
concerns that the rates being granted to the utility companies appear to be
excessive. Under the regulatory schedule, consumers are to be given safe,
adequate, and reliable services, in return for which the utility companies receive
fair, just, and reasonable rates. With the many mergers that have taken place over
the past several years, it has become questionable whether safe, adequate, and
reliable services are being provided.

With the volatility in the energy market, legislation should be considered to
impose upon the Commission the requirement that it also review the affordability
of any increase forced upon the consumers. While the utility companies should
receive a reasonable profit, greater scrutiny should be applied when the prices no
longer become affordable to their captive ratepayers.
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The many mergers that have taken place over the past several years should cause
some alarm for the Commonwealth. The notion that “bigger is better” does not
appear to inure to the benefit of the ratepayers. Throughout the mergers, various
general economic benefits have been promised. However, my office has yet to
see anything tangible result to the consumers’ favor. Outages have occurred
which have seemingly lasted much longer than necessary. Customers calling for
customer service now are speaking with representatives in other states who have
minimal knowledge of their special circumstances. The surviving entity
continues to seek rate increases, notwithstanding promises made when seeking the
authority to merge that customer savings would be a benefit of the merger, A
possible remedy for this problem may be to require that the Commission find that
any transfer will result in quantifiable and tangible benefits for the consumer
under KRS 278.020(5).

Whether at the state or federal level, significant efforts ought to be considered to
educate the public on energy conservation. While this comment should probably
be addressed by the Department of Energy, I suggest that attempts should be
made by all state agencies whose efforts touch these areas to inform the public of
the means by which one can weatherize a home, purchase energy efficient
equipment and fixtures, etc. By demonstrating that these efforts will ultimately
result in cost savings, more people are likely to participate in such measures.

The following point is an observation; and, unfortunately, I have no
recommendation to cure the current problem. Specifically, energy has become a
commodity that is traded on the market. This results in the creation of additional
costs for the end use consumer consequent to the introduction of middlemen,
traders who neither produce nor supply energy to captive customers, into the price
stream of energy. Indeed, it is axiomatic that with the appearance of at least one,
if not more, individuals in the trading process, suppliers will be forced to
ultimately pay a higher price for the product. These costs come to, of course, or
are ultimately borne, by the ratepayer or end user depending on the type of
commodity.

In conclusion, the Attorney General’s Office offers these written comments

pursuant to its statutory mandate as a consumer advocate to advance the interests of the
citizens of the Commonwealth of Kentucky. Given the time constraints, I have expedited
this endeavor to cover several important areas. However, this letter should not be
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considered as a comprehensive undertaking by my office. Indeed, I would caution the
task force that if it intends to hastily finalize a comprehensive energy strategy, it may
experience a situation similar to that of California Governor Gray Davis in the recent

past.
erely, /\
v d
——
Dennis G. Howagd, }1r— >
Acting Director
DGH/fr

CC:  Dr. Allyson Handley, Secretary of the Executive Cabinet
Jim Host, Secretary of Commerce
LaJuana Wilcher, Secretary of Environmental and Public Protection
Gene Strong, Secretary of Economic Development
Robbie Rudolph, Secretary of Finance and Administration
Virginia Fox, Secretary of Education
Senator Robert Stivers
Representative Tanya Pullin

Enclosure: Attachment A
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On behalf of General Stumbo, I would like to thank you for
the invitation to appear here today to respond to your request that I speak
to the role of the Attorney General in energy issues facing Kentucky.

For several decades the Attorney General’s office has
advanced the interests of the consumers of the Commonwealth of
Kentucky in matters related to the consumption of energy. Using the
authority given to the Attorney General’s office under the consumer
protection act, my unit, the Office of Rate Intervention, has focused its
efforts on issues specifically related to regulated utilities and the rates
they charge the consuming public. The Attorney General’s Office in
general has covered an even wider spectrum of matters related to energy
consumption, addressing, to the extent possible, issues relating to
unregulated forms of energy. Because there is specific statutory
authority vested in the Attorney General concerning regulated utilities
and their rates, let me describe our role there in more detail.
®  Without question, energy prices are now near, or at, record hi ghs.

Because of this, the Attorney General’s role as the consumer



advocate in proceedings before the Public Service Commission, the
agency that governs regulated utilities and their rates, to seek the
lowest rates possible for necessary electric, water, gas and
telephone services remains crucial. It incumbent upon us to
convince the regulators of those energy providers that are regulated
to secure the cheapest rates possible.

Not every utility is regulated. For instance, city owned and
operated utilities are not regulated. But, the large investor-owned
utilities and rural electric coops that provide electric, water, and gas
service and some forms of telephone service are regulated. A long
history of legal decisions requires that these regulated utility companies
must make a reasonable profit. Nonetheless, it is critical to make sure
that those rates are as low as they reasonably can be without
jeopardizing the health of the regulated companies.

Between corporate abuses that have become apparent through the
actions of Enron and others and the purchase of energy companies by

ever larger and more distant corporations, the health of the regulated
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enterprises is of a lesser concern to the average citizen today than it was
in previous years. Because the consumers continue to see rate increases
and declining service despite promises of non-quantifiable benefits tied
to the gobbling up of the smaller utility companies by the larger ones,
the Attorney General continues to question whether “bigger is better”
when faced with merger and acquisition issues in which ever larger and

often foreign owned companies buy up local companies

®  The Attorney General, together with the Public Service
Commission and other groups representing Kentucky consumers,
is involved in the war between the federal government to create an
unregulated energy market and the efforts of Kentucky to hang on
to the lower rates it can retain for its retail customers only through
continued regulation of rates. One of those battlegrounds involves
who owns and pays for transmission now in place and soon to be
built as this transmission is critical to sending electricity from any

generator across the nation to any buyer. The federal government
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is currently forcing electric companies to transfer their

transmission assets to independently-owned transmission

organizations. Whether these organizations are for-profit or not-
for-profit, the entities nonetheless control the dispatch of the
electricity across the United States. My office has concerns about
this forced transfer of control.

The federal government likens control of the transmission system
to the control of federal highways wherein the federal government is in
charge. That analogy is somewhat misguided because all transmission is
being taken, not just the transmission that was built to move electricity
from state to state. The transmission that is being taken is transmission
that was found necessary to service the consumers of Kentucky and was
paid for by Kentucky consumers to secure service to them. The service
was not paid for by all citizens of all states, as the interstate highways
have been, but by the citizens of Kentucky to serve their needs.

Nevertheless, if the federal government has its way, a utility

company in Kentucky serving its captive ratepayers could be required to
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curtail, or otherwise cut off service, to its captive ratepayers because of
transmission problems arising in other states or in the service of
customers in other states. If this happens, it will be the equivalent of
being required to pull over on a Kentucky Parkway in order to allow
other businesses from other states to send their goods down the road.
Kentucky consumers may find themselves sitting in the cold or in the
heat in order to allow customers in other states to get electricity being
transmitted over Kentucky transmission lines. Kentucky's ratepayers
have built and paid for those transmission lines. To the extent possible
the Attorney General is working to see that Kentucky customers
continue to have the full right to use of those transmission assets.
®  The Attorney General does not have statutory authority that allows
it to do much to help the consumer where the energy source
involved is not regulated. The Department of Energy, through John
Davies and Greg Guess, has been kind enough to forward
information relative to petroleum prices. This information shows

that the price of petroleum products and other energy commodities
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are going through the roof. As far as the petroleum products, there
is little that can be done under our current governmental
regulations. Likewise, natural gas prices are not regulated by any
governmental authority. For most problems arising around and
complaints received concerning the high cost of gasoline and
natural gas, all the Attorney General’s office can do is lend an ear.
The Consumer Protection Division is currently unable to tackle
price gouging complaints relative to gasoline prices. As long as
there is competition, there is no way to proceed with a complaint
on price gouging. Similarly, natural gas prices that are direct flow-
throughs, meaning that the utility company does not make a profit
on the actual price for natural gas, are also a cause for concern but,
because they are not regulated, are nevertheless out of the reach of
the Attorney General. The Attorney General also has no role in the
location of merchant energy plants in Kentucky, except to the
extent that those plants burden the transmission lines built and paid

for to serve Kentucky consumers.
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After years of building only peaking power, utilities serving
Kentucky customers are now planning to add substantial amounts
of capital intensive base load capacity. The addition of base load
capacity is lumpy, capacity additions are larger than the current
needs of the consumers when made. The Attorney General will be
involved in those cases, which will be decided by the Public
Service Commission, to try to ensure that Kentucky consumers get
charged for only that capacity needed to serve them and that to the
extent that more capacity than needed is built, the consumers, not
the owners of the utilities, get the benefits of any sales made from
that excess capacity.

Finally, the Attorney General tries to assure that the rates paid by
all classes of customers are fair. If other groups such as industrial
representative or representatives of the low income groups step
into a case, the Attorney General continues to represent those
customers not other wise represented. Pressure is exerted on the

residential and the small commercial customer from both ends of
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the customer spectrum, the large industrial customers, the large
commercial customers, and the low income residential customers,
to take a large part of the burden of rates. It is the Attorney F
General’s job to fight for fair rates for all customers, particularly
for those without specialized advocates. Who will bear the cost of
energy used to serve this state, as well as who will profit from the
maximization of the energy resources of the state are equally
important in your development of a comprehensive energy policy

for Kentucky.

Given the time constraints, I have only touched on highlights.
I anticipate filing more extensive comments in the future.

Do you have any questions?
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